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Problems of Shareholders of Subchapter S
Corporations
by CHARLES N . WHITEHEAD

Partner, San Francisco Office
Presented before the Eighth Annual Institute on Taxation
sponsored by the Texas Society of Certified Public Accountants
in cooperation with the University of Houston—October 1961

N 1958 an amendment was made to the Internal Revenue Code de-

Isigned to cure double taxation in corporate operation as compared

with individual or partnership operation, primarily for the benefit of
small business. When passed it was hailed as a great bonanza because
it permitted corporations operating essentially as partnerships, to
avoid corporate tax while still retaining the advantages of corporate
organization. Under this section it was hoped that a corporation could
be used, with its many operating advantages and with few of the disadvantages accruing to the separate character of the corporation and
stockholder for tax purposes. This paper is largely a discussion of
whether the avowed purpose of the new provision has worked out
well, or whether it has added one more complicating factor to an
already too complicated Internal Revenue Code.
I recently read that the Treasury had announced some 44,000
corporations had elected, under Subchapter S, to be taxed as partnerships. In view of the experiences in our office and of other situations
that have come to my attention, I wonder whether 43,999 of these
organizations have regretted or will later regret their election. Parenthetically, I might add that our office has elected on only two corporations; both of these were small and both were of the type suited to
the Subchapter S election. (This does not include a one-shot election
that was terminated the following year.) It is interesting to note that
one of them has already achieved the problem status.
I do not propose to review in detail the requirements and the
regulations governing Subchapter S corporations. I am sure that all
of you are completely familiar with these requirements and need
nothing more than a brief and oversimplified resume of the salient
points, most of which cover the problems of the shareholders.
As you know, only a restricted class of corporation can qualify
for this election. It must have no more than ten stockholders, none
of whom can be other than individuals or estates. It must have only
one class of stock, it can receive only certain types of income, and it
must elect—and each of its shareholders must elect—to be taxed as
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a Subchapter S corporation prior to the end of the first month after
the beginning of is taxable year. The election may be terminated
voluntarily in the first month of the taxable year, but it will be terminated involuntarily under many conditions. If elected, dividends
from earnings in the taxable year paid out in money are taxable to
the shareholders, but, of course, the corporation is not subjected to
corporate tax. If net taxable income is not all paid out in money
within the year earned, the residue becomes "previously taxed income."
The later distribution of this "previously taxed income" sometimes
creates a real problem, particularly in connection with fiscal-year
corporations having calendar year stockholders. T o the extent that
income is not distributed within the taxable year as dividends, it is
taxed to the shareholders on a pro rata basis depending on shareholdings as of the close of the taxable year.
If a corporation has an operating loss for the taxable year, the loss
is deductible by the shareholders in proportion to their shareholdings,
but only to an amount equal to the cost basis of each shareholder's
stock plus loans or advances by him to the corporation. Use of these
operating losses by the shareholder in his own return first reduces the
basis of his stock, and if in excess of that basis applies against the
basis of advances to the corporation. Capital losses are not allowed
to carry through, and capital gains may carry through as capital gains
to the shareholders to the extent of the net taxable income only, not in
the form of gross capital gains offset by operating losses. The earnings that may be distributed tax-free or taxed to the shareholders are
limited to the net taxable income of the corporation, so that additions
to earnings and profits not constituting taxable income (such as percentage depletion, tax-exempt interest, life insurance proceeds, etc.)
must be retained by the corporation unless the taxpayers are willing
to be taxed on an ordinary dividend in addition to their proportionate
shares of the corporation's net taxable income.
The regulations interpreting the Subchapter S sections are complicated, lengthy, and, in some cases, difficult. In this respect, of
course, they are not greatly different from many other regulations in
the Code, but this is an area where simplicity would have been desirable because it was an area intended for use by small business. The
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1 Sec. 1371 and 1372 IRC.

2 Sec. 1372(e)(2).
3 Sec. 1373(b).
4 Sec. 1374(b).
5 Sec. 1374(c)(2).
6 Sec. 1376(b).
7 Sec. 1375(a)(1).
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extreme complexity of the rules and the number and variety of possible mistakes are unfortunate. A s will be noted later the limited
time permitted for various necessary acts calls for constant vigilance
by someone informed on the technical requirements. The very nature
of the type of organization to which this election applies makes this
costly and often precludes skilled consideration. This aspect of the
election really presents a problem and a challenge to the legal and
accounting professions: How can an S corporation be policed adequately at a cost that the small organization can pay? I might add
that I have no ready answer to this question.
PROBLEMS OF QUALIFICATION AND ELECTION

It would seem there should be no problem about whether a given
corporation qualifies and its election should be merely a matter of
form-following. Alas, things are not so simple. Is a corporation a thin
corporation? If so, it has two classes of stock and thus is excluded.
The difficulty may be to determine whether it is thin. Is the stock
community property? If so the wife must elect also, but not if it is
separate property. A n agent may hold later that there is an element
of community even though the taxpayer believes the stock to be
separate property. W i l l all shareholders sign the election? What
happens if one cannot sign because of physical disability or if one
happens to be out of the country during the first month?
Sometimes there is a real practical problem on qualification and
election, viz., a conflict of interests between shareholders. The requirement for unity of action with every shareholder consenting may
result in adoption of the election or its rejection depending on the
relative position of the several shareholders. This fundamental conflict may cause serious friction within the closely held company and
impair the operating efficiency of the organization.
These problems have arisen in our limited experience; I am
certain that many more lurk in the background waiting to be brought
out by a zealous revenue agent.
8

9

PROBLEMS OF TERMINATION

The Code provides for an elective termination which should present no problems. However, there are innumerable ways in which
8 Sec. 1371(a)(4).
9 Reg. 1.1371-1 (d) (2) (i).
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an involuntary termination may occur. The most probable of these
may be listed:
• Shareholders may change by death, sale, or gift and unless the
new shareholder consents in writing within 30 days the election
is terminated.
• The number of shareholders may increase as a result of sale,
gift, or bequest beyond the permitted ten, or they may change
so that a new shareholder is not a qualified shareholder.
• The character of the company's income may change so as to
require disqualification.
• A new class of stock may be issued or perhaps loans may be
made by stockholders that will have the effect of creating a new
class of stock and causing the company to be classified as a thin
corporation. If any one of these involuntary terminations occurs
the regulations require notification of the District Director immediately, at least in some cases.
10
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What are the tax consequences of an involuntary termination?
Generally they are serious unless planned. The corporation, from the
beginning of the taxable year in which the involuntary termination
occurs is treated as an ordinary corporation and taxed as such. The
ordinary corporate tax will be payable and dividends, of course, will
be taxable as dividends. Losses that shareholders may have planned
to deduct will not be available. In addition, there may be a serious
problem of locked-in prior earnings on which a tax has been paid
previously.
It is apparent that continued care is required to prevent inadvertent disqualification. In many cases this will be no real problem,
but i n others it may constitute a real trap to the corporation and its
shareholders.
14

PROBLEMS IN EARNINGS AND THEIR DISTRIBUTION
The area of earnings and their distribution is perhaps the most
difficult and confusing portion of the regulations. The general scheme
of the statute contemplates taxation of the net taxable income to the
shareholders either as dividends or distributable shares in exchange
10
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Sec.
1372(e)(1).
11 Sec. 1372(e) (3).
12 Sec. 1372(e)(4) and (5).
13 Reg. 1.1372-4(b) (3).
Sec.
1372(e).
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for elimination of the corporate tax. If there is a net operating loss it
will be allowable to shareholders to the extent of the several cost
bases of their stock plus advances with a corresponding reduction in
such costs bases. The theory is simple; in practice a multitude of
problems intrude which can remove the tax advantages given by
Congress and even result in tax penalties to the corporation and shareholders.
Perhaps the most serious problem in this area is the problem of
locked-in earnings. The regulations provide for taxation of proportionate amounts of net taxable income to shareholders to the extent
that money dividends have not been paid during the taxable year.
If the corporation is able to determine accurately the net taxable income prior to the close of its tax year and has the cash to pay the
stockholders, there is no problem. In this state of perfection there
will be no previously taxed income (hereinafter called P T I ) . However,
few corporations can accurately determine their net taxable income
by the close of the tax year and many corporations simply do not
have the cash to pay out prior to that date. Later, revenue agents'
examinations may upset all the careful determination; depreciation
can be adjusted, repairs capitalized, and income or deductions shifted
between years. For practical purposes it is almost a certainty that cash
money will not be distributed exactly equal to the net taxable income
of an S corporation during the taxable year.
The result usually will be a residue taxed to the shareholders but
not distributed. The distribution of this excess, again in money, may
be made in the next taxable year, if the entire earnings and profits
of that year are distributed first, but the process will repeat itself,
and in some year when, by inadvertence or otherwise, the corporation
ceases to be an S corporation it will convert this P T I to ordinary
earnings and profits with a corresponding basis increase in the stock.
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The problem of P T I is particularly acute for fiscal year corporations with calendar year stockholders. This is due to the requirement
that the P T I must have been reported in stockholder's returns before
a distribution can be from P T I . For example, if a corporation has a
fiscal year September 30 and its shareholders are on a calendar year,
distributions between October 1 and December 31, even though in
excess of earnings and profits for the fiscal year, will not apply against
18

15 Sec. 1374(c)(2).
16 Sec. 1373(b) and (c).
17 Reg. 1.1375-4(b).
18 Reg. 1.1375-4(d) See also Reg. 1375-4(g) example (2).
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the P T I of the fiscal year ended September 30. It will be necessary
to defer such distributions until after January 1; otherwise the dividend will have come from other earnings and profits leaving the
P T I intact.
If a stockholder has a P T I , but his entire stock interest is terminated by sale, gift, or death, his share of P T I loses its character as P T I
in the hands of the transferee. Distribution of what would be P T I
(and is P T I to the other shareholders) then becomes a taxable dividend
to the transferee. This rule with respect to death seems unduly harsh
and could result in a serious double tax in a relevant case. In cases
of sales or gifts (which are voluntary) it is one more trap for the
uninformed or unwary. If a part of his stock is retained, that part will
carry his entire P T I ,
19

EARNINGS A N D PROFITS VS. NET T A X A B L E INCOME
Differences between earnings and profits and net taxable income
are well known and occur frequently, and this is recognized by the
Code provision for S corporations which states that the earnings and
profits cannot be less than taxable income but may be greater. For
example, percentage depletion is earnings and profits, but not net taxable income. Tax-free interest and life insurance payments are other
examples. These additions to earnings and profits cannot be distributed tax-free by an S corporation; they are not a part of the net
taxable income and their distribution will result in a taxable dividend.
Thus, they are either locked in or taxed as dividends when distributed.
This circumstance, of course, is no different than what occurs in
ordinary corporations, but many small organizations may not realize
the problem and elect with the thought that there can be a flowthrough of these types of items.
20

N E T O P E R A T I N G LOSSES
Net operating losses sustained by the corporation for years prior
to the election remain to the corporation and eventually may be lost
by passage of time. Losses in the years of election will be allowable
to the shareholders limited to the net taxable loss and to the stock
21

19 Reg. 1.13754(e).
20 Sec. 1377(b).
21 Reg. 1.1374-1 (a).
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and debt investments. If losses exceed stock basis and advances, the
excess will not be allowable to any taxpayer.
The shareholder is allowed his percentage of loss on a daily basis;
if he terminates all or part of his stock interest during the year, he
may not know his adjusted basis for gain or loss, particularly if the
corporation reports on a fiscal year ending after April 30. This could
require estimates or extensions of his individual return, and generally
would create a messy situation. Revenue agents' adjustments coming
at a later time could compound the confusion.
22

C A P I T A L GAINS A N D LOSSES
23

Capital losses cannot be carried through to the shareholder so
they create problems to shareholders only if they do not understand
this rule. Presumably, these losses would carry forward and reduce
distributable capital gains of later years.
Capital gains will carry through to the shareholders as capital
gains subject to a limitation that the distributable capital gain cannot
exceed the net taxable income. Thus, there will be no ordinary loss
offsetting a greater long-term capital gain and only the net gain
may be distributed.
24

STATE INCOME

TAXES

One problem common to all Subchapter S corporations is the difference between Federal and state treatment. So far as I know there
is no state that has adopted this election. Where there are state
franchise or income taxes on corporations and individuals the corporation is recognized as a separate entity and taxed as such and distributions are taxed as dividends. This may not be serious in dollar amount,
but it injects an element of difference which is confusing and annoying.
This factor in itself may well be sufficient to warrant the use of a
partnership rather than a Subchapter S corporation except where
there are material advantages of corporate operation.
SUMMARY

The Subchapter-S-corporation concept was developed to permit
corporate operation of small businesses without the double taxation
22 Reg. 1.1374-1 (b) (4) (i).
23 Reg. 1.1373-1 (c).
24 Reg. 1.1375-1 (a).
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inherent in the generally accepted taxation principles applicable to
corporations and shareholders. It is my belief that the idea was
sound and desirable, but that the execution of the idea was less than
satisfactory. It is recognized that this device should not be a ready
means of tax avoidance and that care must be taken to assure that
the revenue does not suffer. However, the complex provisions and the
tight rules for qualification seem largely unnecessary and convert the
so-called small-business relief provision into a series of well-concealed
booby traps for the uninformed and unwary. It is my belief that most
of the benefits obtainable by these S corporations can be obtained
more easily and with more certainty by partnerships and that many
of the corporations and shareholders electing the S corporation will
regret their election and return to operation either as a normal corporation or dissolve and operate on a partnership basis.
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